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RAILROAD STOCK-WATERING. 

THE biennial report of the attorney-general of Nebraska 
to the governor, December, 1890, contains the following 
passage : 

The rates charged to-day [by the railroads] are large enough to yield 
a dividend amounting in some cases to eight per cent on stock that cost 
the stockholders nothing whatever but for the printing. ... In many 
instances the only money invested in railroads is that derived from the 
sale of bonds, and the stock to the same amount is issued gratuitously to 
the shareholders upon which the people of the state are required to pay 
dividends by paying exorbitant rates of transportation. Section 5 of the 
constitution provides that no corporation shall issue any bonds or stock 
except for money, labor or property actually received and applied to the 
purpose for which the corporation was created. It is an admitted fact 
the railroads in this state have outstanding stock to a very large amount 
that has not been issued for money, labor or property. ... All this is 
wrong and the officers of the corporations well know it, and it should be 
stopped at once, for unless those gigantic monopolies are checked in 
their mad race for wealth and power, the day is not far distant when the 
people will be bound hand and foot. ... A maximum schedule of rates 
should be adopted by the legislature on a basis with other states simi- 
larly situated. 

This quotation is given as containing an official statement of 
the opinions and wishes of a large part of the citizens of many 
of our Western states. The same views, or others more severe, 
may be found in the half-dozen bills introduced into the Minne- 
sota legislature ; in the long history of restrictive legislation 
proposed and in part adopted in Kansas and Iowa ; in the reso- 
lutions of the Farmers' Alliance conventions in various states ; 
and also, in a milder form, in the laws in force or proposed lim- 
iting railway charges in Michigan, Ohio and other states. The 
ground of complaint is in substance this : the railroads are 
charging extortionate rates and fares upon goods and passen- 
gers transported, and such extortion is proved by the fact that 
474 
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dividends are paid upon stock which cost the original holders 
nothing. Although other evidence as to unjustly high charges 
is sometimes introduced by those favoring a compulsory reduc- 
tion of rates, — such as the complaint that a carload of corn 
yields to the carrier more profit than to the farmer, — yet in the 
end the measure of this extortion on the part of the railway is 
usually found in the fact that returns are being paid upon false 
capitalization. 

The definition of the popular term " stock-watering " is 
perhaps sufficiently given in the quotation already made from 
the Nebraska attorney-general's report. It is the issue by a 
corporation of shares of stock for which nothing, or but little 
more than nothing, is received by the company in cash or value 
at the time of issue. This issue of unpaid shares may be made 
at the beginning of the enterprise or at any time thereafter. 
Since then the matter of a road's capitalization is thus proposed 
as the basis, not merely for regulation but for reduction of 
charges by statute, and since the same matter is of importance 
also to the general public to whom the stocks and bonds of these 
railways are offered as an investment, a brief discussion of rail- 
road stock-watering as a commercial question has both a theo- 
retical and a practical interest. 



In the arguments upon this subject advanced by state offi- 
cers and legislators at the West, it is sometimes expressed and 
usually implied that first or original cost should alone be con- 
sidered in speaking of adequate returns upon the investment. 
Such expressions as " money actually invested " are generally 
to be so construed. The language of the attorney-general of 
Nebraska must be taken in that sense if his words are not to 
be meaningless. " In many instances the only money invested 
in railroads is that derived from the sale of bonds," he says, 
with other remarks to the same effect. The resolution of the 
Nebraska Board of Transportation (composed of state officers), 
passed in May, 1890, declared that "rates for transportation 
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should be adjusted to afford no more than a reasonable rate of 
income upon the capital actually invested in the construction of 
the roads." It is true that a new railroad, built experimentally 
through a state or section where there is little or no population, 
is usually constructed as cheaply as possible and may cost for 
road and equipment at first no more, we will say, than $12,000 
or $15,000 per mile. As settlers come in and traffic increases 
the railway finds itself under an ever-increasing necessity to 
provide improvements, so that the growing business may be 
carried. Ground for enlarged terminals must be bought and 
tracks and buildings constructed ; station houses must be built 
as villages grow ; the original road-bed and track must practi- 
cally be reconstructed, — so that in a few years it is found that 
the actual outlay of money has been double the first cost. If 
an accurate and separate record has been preserved of all ex- 
penditures more than sufficient to have kept the property in 
its original condition, it may easily appear that an additional 
amount of money equal to the share capital has been put into 
the road, though at first it may have been built by the proceeds 
of the bonds only. Thus the actual cost of the plant may soon 
equal, if it does not exceed, the total first capitalization (bonds 
and stock). The stock portion of this capitalization originally 
represented, not money then expended, but the measure of the 
expectation or hope entertained by the projectors as to the 
future profits. The greater the risk of the original enterprise, 
the larger must be the possible return if successful ; for without 
the possibility in some form of a reward commensurate with the 
unavoidable dangers and delays to profit, a majority of our rail- 
roads would not have been so early begun. 

In view of the importance attached to the stock-watering 
question in Western capitals, it is to be regretted that we have 
no detailed information of the amounts which our prominent 
railroads have thus expended from year to year for betterments. 
Doubtless such statements could be made up, at least approxi- 
mately, by examination of items running back for years, but the 
labor required to do this would be enormous. Every one practi- 
cally familiar with railroad building and operating knows the truth 
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of the general statement that large sums over expenses proper 
are yearly spent to improve the property and charged to operat- 
ing expenses, though sometimes met in part by an issue of 
bonds. The Hon. Jeremiah Simpson of Kansas, the successful 
Farmers' Alliance candidate for Congress, in a recent inter- 
view said : 

We have [in Kansas] about 8000 miles of road. The roads cost in 
round numbers $ 100,000,000, and the securities issued to that extent are 
reasonable and right ; but the people who own the roads have bonded 
them for #300,000,000 and issued $200,000,000 more of watered stock. 
We who use the roads are really paying interest on $600,000,000 instead 
of on $100,000,000 as we ought to. 1 

When so challenged, the roads ought to have figures showing 
the actual amount of cost of their various properties. Yet the 
facts as far as known do not bear Mr. Simpson out. The Rail- 
road Commissioners of Kansas say : 

It is quite common for inflated orators to assert that from $8000 to 
$10,000 per mile is all that a railroad legitimately costs and that all 
capitalization above that is water ; 2 

whereupon the commissioners state the cost of the Kansas rail- 
roads to be on the average not more than $21,000 per mile, 
while the net returns in 1890 upon this cost amounted to 4\ per 
cent, leaving the stock out of the account. It is their judgment 
that 

a railroad thrown down upon the prairie at a cost of $10,000 or $12,000 
per mile is no criterion of the cost of a road over which immense trains 
run with safety 30 and 40 miles an hour. 2 

In response to the resolution of the Nebraska Board of Trans- 
portation, the secretaries of that board in July, 1890, made a 
report upon the earnings of the roads of that state. They found 
that, taking an average for the last three years, the Chicago, Bur- 
lington and Quincy's earnings had averaged 5.09 per cent 8 upon 

1 New York Evening Post, March 10, 1891. 

2 Report of Kansas Railroad Commissioners for 1890, p. xx. 

8 Professor Warner in Political Science Quarterly, for March, 1891, p. 76, 
puts the earnings at 7.5 per cent, by allowing for lands granted. 
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the cost of its roads in Nebraska, including in that term the 
original investments and subsequent betterments ; and they 
declined in view of this fact to recommend any reduction in 
charges. 

Whatever our theory may be, practically it is impossible for 
a railway to increase its profits steadily and markedly, except 
through the carriage of a larger traffic at gradually falling rates. 
The railroads whose tariffs remain high, are those whereon the 
volume of tonnage remains comparatively small. Hence not 
only must additional capital (whencesoever derived) be put into 
roads at first cheaply built and afterwards developed, but — 
and this it is well to remember — such an increase of prosperity 
as may allow profits on unpaid-for stock can come only by a 
growth of business accompanied by a decrease in the charges 
per transportation unit. 

II. 

In considering the charges of extortion brought against rail- 
roads, another fact is often lost sight of. The reasonable return 
upon original cost, declared by many to be the limit of justifiable 
earnings, makes no allowance for the annual increase in values 
common to all other industries. If we are to judge of railway 
rates and profits by comparison, we must take as a standard 
"the full measures of fairly profitable investment in [neighbor- 
ing] pursuits." * When farmers complain that they obtain little 
profit over cost of production for their corn or other grain, they 
include in their estimate of cost the use of land based upon its 
present value ; and properly so. But a similar privilege should 
be allowed to the railroads. That the farming lands west of the 
Mississippi river have increased greatly in value during the last 
two decades, is generally known. Yet for the present purpose 
it will be well to give several instances of this increase, approxi- 
mately at least, in figures. 

The census of 1880 gave the total value of all farming lands 

1 Interstate Commerce Commission, Report upon alleged excessive charges on 
food products, June, 1890. 
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and buildings in the central belt of counties of Illinois as 
$384,756,939, and the number of improved acres as 10,291,524. 
Leaving the unimproved land out of the account, the average 
value of farms in central Illinois in 1880 was less than 
$38 per acre. The Board of Agriculture for that state, in its 
estimates of cost of grain, allows $3.68 for use of land per acre 
in the same counties in 1890. 1 Capitalized at seven per cent this 
would give an average value of $50 per acre, an increase during 
the decade of thirty per cent. The Illinois Bureau of Labor Sta- 
tistics, in its volume upon mortgages, 2 states the increase in farm 
values for the whole state at twenty-four per cent from 1870 to 
1880, and at probably ten per cent from 1880 to 1890. In like 
manner the census of 1880 gives the value of farms in eastern 
Kansas at not more than $24 per acre. The State Board of 
Agriculture estimates use of land in the same counties in 1890 
at $3.50, or a valuation of $50, — a doubling of value since 1880. 
Allowing for any over-estimate in 1890, there is no doubt that 
farm lands in Kansas have increased greatly in value during the 
ten years. As to the increases of values in cities and among 
manufacturers and merchants, they have been at least as large as 
among the farmers. Judged by the standard of profit around 
them, the railroads of Illinois, Kansas and other Western states 
could now be paying higher dividends than in 1 880 without sub- 
jecting themselves to a just complaint because of that fact 
alone. It cannot fairly be said that the " increment " in rail- 
road values is " unearned " ; for of that increase it may be as- 
serted that a large portion is really created commercially by the 
building and operation of the railroad. For without the means 
of transportation village lots and farm acres would alike be 
worthless. 3 

III. 

Conceding that in fairness the value and profits of a railway 
should be allowed to grow with the growth of the country 

1 Circular 148 ; June, 1890. 

2 Report for 1888, p. lvii. 

8 See the discussion in Swann, An Investor's Notes on American Railways, p. 92, 
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served, the question arises : how should that increase be regis- 
tered ? Real estate finds purchasers at prices which show the 
successive changes in values. Railroad property cannot be so 
treated. A merchant takes an inventory upon a certain day, 
and so can close his books for the year with exactness. Not 
so a railway, whose balance sheet must continue on the same 
nominal basis of values from year to year in order to preserve 
the continuity of the company. Corporations can show the 
yearly or daily fluctuations in the value of their assets, and in 
the value of their stocks and bonds based upon those assets, 
only by changes in the market prices. This occasions no 
trouble in the cases of industrial corporations whose stock is 
in few hands ; but in the case of a railroad, whose shares are 
owned largely by persons exercising no direct control over its 
affairs, — by investors in short, — other questions arise. When 
increased profits are to be divided, higher dividends must be 
paid or additional stock issued. Usually the stock is " watered " 
to make the capitalization conform in a rough way to the value 
of the property as determined by its probable earning capacity. 
Stock-watering in this its innocent form is not an attempt to 
cover up extortion, but to solve a commercial question ; it is 
not a cause of an increase in profits, but rather an effect of 
such increase, whose fairness (particularly toward travellers and 
shippers) should be judged in other ways and by other means. 
There is in the public mind a prejudice against the distribution 
of dividends by corporations at a percentage higher than the 
usual interest upon loans. The comparison between the divi- 
dend rate and the loan rate is however not a fair one : loans upon 
mortgage or collateral should rather be likened to the bonds 
of a railroad, both being secured debts. The stockholders are 
not creditors of the corporation but partners in the enterprise, 
for whose risks and profits the rate of interest on secured loans 
furnishes no true standard of comparison. By this prejudice 
against high dividends, the public is itself mainly responsible 
for such issues of unpaid stock as are made to conceal the fact 
that the earnings are larger than the usual rates of interest. 
Thus, also, it often comes about that the public deprives itself 
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of a certain natural protection against unfair or inequitably 
high earnings, which if openly paid might attract competition 
through the openly displayed possibility of large profits. 

More than that, the experience of all civilized countries has 
shown the uselessness of attempts to limit profits by legislation. 
Such attempts merely compel concealment in some way, or dull 
the edge of enterprise. For example, the charter of the Boston 
and Worcester Railroad (now a part of the Boston and Albany), 
granted in 1831, has this section : 

Toll is granted as may be agreed upon by the directors, provided 
that if, at the expiration of 10 years, the net income from tolls and 
other profits shall have amounted to more than 10 per cent per annum 
upon the cost of the road, the legislature may take measures to reduce 
the tolls in such a manner as to take off the surplus. 

The same principle is found in the laws of New York and many 
other states, also in the English act of 1884, — coupled in this 
latter case with the power of government purchase on the basis 
of twenty-five years' profit. There is no known instance of such 
a limitation of dividends resulting in a reduction of railroad 
charges. Railroad tariffs are made with little or no reference to 
the capitalization. If the possible tolls will yield a return, well 
and good ; if not, the capital must be readjusted to the circum- 
stances. Such restrictions upon dividends do sometimes affect 
the number of improvements made in property or in train ser- 
vice by turning to betterments funds which would otherwise be 
distributed to stockholders ; but this is the utmost. In the 
arguments before the Massachusetts General Court, in 1890 
and 1 89 1, upon the bill to compel the Boston and Albany to 
sell its new stock at auction (market value $200 per share) 
instead of distributing it at par to stockholders, — that is, to 
prevent a practical increase of dividends, — the main if not the 
only object of the bill was stated to be an ultimate reduction 
in that road's charges to its patrons ; a vain hope in any case. 
The present Boston and Albany, successor to the Boston 
and Worcester, has by various means, it is estimated, paid 
much more in dividends than the charter quoted intended to 
allow. The long controversy in England (begun in 1 890 and 
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not yet closed), conducted before the Board of Trade by the 
shippers who favored a reduction in the maximum railway rates, 
brought out clearly the difficulty inherent in all such attempts. 
The railways were compelled, by competition of other routes or 
of product with product, to make lower charges in certain cases 
than in others where different business conditions prevailed. 
No one standard could cover both these cases ; for the maximum 
could not justly be lower than what was a fair rate of itself, 
while in cases where cheap carriage was necessary, a higher 
maximum was no help but rather a disadvantage to those traders 
who required the lower tariffs. If the railways must make an 
average the low charges must be advanced. 

Another theory, held without careful examination by some 
of our citizens, is that high dividends imply high charges. The 
contrary is usually true. The road just mentioned, the Boston 
and Albany, is an illustration. In 1889 it paid eight per cent 
dividends, while the Fitchburg Railroad, a parallel line, paid 
nothing. The average rates received per ton per mile by these 
roads were nearly the same on competitive through traffic ; but 
on local traffic {i.e. traffic confined principally to the home road), 
the average charges of the Fitchburg were fifty per cent higher 
than those of the Boston and Albany. The patrons of the former 
road might willingly see the company paying fair dividends, if 
concurrently the rates were made lower. Some of the English 
gas companies are allowed to increase their dividends in propor- 
tion as the price of gas is reduced to consumers. 1 In the report 
of the Lake Shore and Michigan Southern for 1889, is a sugges- 
tive table showing the gross and net earnings of the company 
for fifteen years. The net income of the road is but little more 
now than in 1873, though the volume of traffic has increased enor- 
mously. The possible profit from this growth of business has 
thus been nearly all given to the public in the forms of lower 
charges and better service ; and this too without any legislative 
compulsion. It is a question whether it would not be on the 
whole better for the public, if this road (and others with it) could 
distribute a percentage of dividends increasing slightly from 

1 See Farrer, The State in Relation to Trade, pp. 85-90. 
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time to time. It would thus share a little in the advantages 
gained by the public and also share in the growth in prosperity 
of the cities and towns along its lines. There is no railroad in 
the United States paying large returns to its stockholders, either 
directly or through increase of its share capital, which cannot pre- 
sent a strong argument to justify such large profits because of the 
increased and increasing values of neighboring property or busi- 
ness ; or whose rates can fairly be judged extortionate because 
of large returns upon real cost. Its tariffs may be open to criti- 
cism in some instances as violating the laws of trade to its own 
and its patrons' hurt in those particular cases ; but all its charges 
cannot be extortionate without inviting loss and perhaps bank- 
ruptcy. Broadly speaking, a road cannot be permanently pros- 
perous whose tariffs are ill-adjusted to commercial conditions. 

IV. 

Since the ownership of the property of a corporation must be 
represented by certificates of capital stock, the most natural 
condition of affairs is that where the nominal or par value of the 
certificates corresponds most closely to the commercial value of 
the railway as measured by its earning power. It is impossible 
for the small fluctuations in value to be followed by an increase 
or decrease in the amount of capital stock. Yet good financial 
management requires an approximation. This applies partic- 
ularly to those corporations whose stock is bought and sold on 
the exchanges. A large increase in percentage of dividend paid 
does not increase the value of the stock proportionally. Assum- 
ing, for illustration, six per cent as the average of return upon 
money invested, if a road now paying that percentage should 
advance its dividend to twelve per cent, it would not find its 
stock doubled in value ; or briefly, two shares of stock receiv- 
ing six per cent each would be worth par each or $200 for 
both, while one share receiving twelve per cent would sell for 
about $150. Doubling the latter stock would increase the 
value of each holder's portion, but would require no more 
money for dividends than before. This law of finance was 
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strikingly illustrated last year by the success of the English 
so-called "conversion companies." English journals have 
always denounced American methods of stock-watering, yet 
the British railways have been obliged for their own protec- 
tion to appeal to Parliament for permission to double their 
ordinary stock. This ordinary or common stock receives what- 
ever percentage of profits is left after paying fixed amounts 
upon the preferential stocks. In the case of the successful 
companies the common shares are now receiving a percentage 
upon their par value larger than the ruling rate of interest, 
though their selling value has not been increased correspond- 
ingly. Taking advantage of this state of things, a conversion 
company can buy a block of common stock receiving large 
dividends, and issue instead its own stock to a larger face value, 
this latter being divided into portions each bearing no more 
than the prevailing rate of interest on loans. As these portions 
sell at about par, there is a handsome profit on the whole trans- 
action. As the same reasoning applies to either English or 
American railways, and as it involves a principle in finance not 
always understood, it may be well to give an actual occurrence. 
In 1890 the ordinary shares of the London and Northwestern 
Railway were receiving dividends at the rate of eight per cent, 
the shares selling at about 180. A conversion company bought 
5000 shares (par value $5,000,000) and held them in trust, issue- 
ing therefor its own shares in the manner following : 





Principal at 
par. 


Rate of 
dividend. 


Proportionate part of 
original 8 %. 


Shares sold 
to public at 


Am't realized 
from sale. 


$ 5,000,000 
2,500,000 
5,000,000 


3i% 

4 % 

2f% 


3l% 

2 °/o 
2|% 


IOO 
IO4 

39 


$5,000,000 
2,600,000 
1,950,000 


$12,500,000 




7i% 




$9>55 > 000 




9,000,000 


Profit by the convers 


ion 


$550,000 
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The first two issues, paying together five and one-half per 
cent of the original eight per cent dividend, are guaranteed. 
This the conversion company could safely do, because of the 
stability of the traffic on English railways, the London and 
Northwestern dividend on common stock averaging at least 
seven per cent. The last issue, put down at two and three- 
eighths per cent, is not guaranteed but receives whatever the 
railway may pay over the five and one-half per cent, less how- 
ever one-eighth of one per cent which the conversion company 
reserves to itself as commission for receiving and distributing 
the whole dividends. Thus the conversion company runs no 
real risk, receives a perpetual commission on dividends of blocks 
of stock acquired by this and a number of other and similar 
transactions, and meanwhile makes an immediate profit of half 
a million dollars. No large capital is required, since the buying 
of the railway stock and the selling of its own shares can be 
carried on simultaneously. The objection of the railway com- 
panies was not to the fact that their stocks were " watered " by 
increasing the principal once and a half, but because large 
blocks were thus collected in few hands and these not the real 
owners. The conversion companies by their votes at railway 
meetings might turn the election ; so the railways asked Par- 
liament for permission to water their own stocks themselves, by 
increasing the nominal capitalization of the ordinary shares till 
their market value approached par. To this objections were 
raised, — for example by institutions having trust funds, because 
the law limited their investments so that the new stocks would 
not be available, — but nowhere was it asserted that the water- 
ing, whether done by conversion companies or by the railways 
themselves, would increase or diminish the railway charges upon 
goods or passengers by a particle. This unobjectionable kind 
of stock-watering is the result of financial and not com- 
mercial causes. It is cited here, not because it could be suc- 
cessfully carried out in America, — for it could not, owing to 
our more fluctuating conditions and values, — but as illustrating 
in a striking way one of the causes for our own issues of unpaid 
shares of stock. 
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Another illustration of the principle under discussion may 
also be mentioned, that of the so-called industrial or commercial 
investment stocks. Manufacturing or trading firms in the 
United States have in many late instances turned themselves 
into incorporated companies, a part at least of the share capital 
being offered for subscription to the public. In no one of these 
cases has the original amount invested been stated : the public, 
it is considered, has no right to that information. The present 
status of the new corporation and its probable future, based 
upon the profits for several years past, are however always set 
forth in the prospectus ; and these facts really form the basis 
upon which the amount of capitalization the concern can stand 
is fixed. What percentage upon the original investment the 
yearly profits have been, is not thought to have any bearing 
upon the value of the business at the time of incorporation. 
Nor can the possible selling price of the articles manufactured 
or sold be increased by the increase in the capitalization. This 
capitalization is fixed at such an amount as will, in the judgment 
of the promoters, permit the shares both preferential and com- 
mon to be sold in the market at par. In one word, the amount 
of capital is based upon the amount of expected profits. This 
is perfectly proper, provided the profits are legitimate and the 
business stable. 

But to return to the railways : what has heretofore been 
considered may be called the innocent form of stock-water- 
ing — to conform railway finances to a commercial law. But 
all stock-watering is not innocent. An unreal prosperity 
may be brought about through an illegitimate curtailing 
of expenses and in other ways, so that an extra issue of 
stock may falsely be made to seem justifiable on grounds 
of large but fair profits. Or honest prosperity may come 
up quickly, to fall away as quickly. In either case, whether 
through fraud or error, the increase of capital stock may 
be commercially unwarranted and a source of loss to innocent 
investors. But this is an injury to the capitalist rather than 
to those who use the railroad. Again, parties in control of a 
railroad who may own comparatively few shares, may decide 
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suddenly to distribute new shares free ; and by taking advan- 
tage of their exclusive information they may, if unrestricted, 
make vast sums for themselves. Or, further, the same directors, 
to perpetuate their control, may issue shares to themselves at 
merely the cost and trouble of buying old shares on a margin. 
This may result in giving over to men not the real owners the 
management of an important property. Such control is not 
likely to be exercised for the public good, but for speculative 
purposes only. Such stock-watering as this is an abuse of the 
principles of good finance, against which it is the right of the 
state to protect itself by all legitimate means. Yet the distinc- 
tion between the right and the wrong of the practice is one 
always to be borne in mind. The laws of New York state try 
to meet this difficulty. Its statutes provide that no increase 
of capital stock shall be valid unless approved by a two- 
thirds vote of the shareholders at a meeting called for 
that purpose after twenty days' notice to each stockholder, 
and unless also approved by the Board of Railroad Commis- 
sioners. 1 A further amendment, passed in 1890, adds that no 
stock shall be issued except for money, labor or property. In 
passing upon applications for increase, the board since 1883 has 
wisely interpreted the statute as not condemning such issues 
where cause is shown. The board consents to an increase 
when the new stock is to be sold and the proceeds spent upon 
the property ; but if the stock is to be distributed free, then 
the total capitalization (bonds and stock) must not exceed 
the cost of the property. It is the custom to include, in the 
term cost, all improvements paid for out of revenue. 2 Practi- 
cally, therefore, when such an unpaid issue seems expedient 
for sound commercial reasons, nothing stands in the way of the 
board's approval ; for expenditures above cost of mere main- 
tenance from year to year can usually be shown by all prosper- 
ous roads. On the other hand the New York statutes have 
apparently stopped, or at least rendered very difficult, the 

1 General Railroad Act, section 9, as amended. 

2 " Stockholders are entitled to it to represent earnings which had gone into 
construction." Report for 1885, p. 222. 
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fraudulent cases of stock issue just referred to. The necessary 
vote of so large a proportion of stockholders after a three weeks' 
notice of the reason for calling them together, renders the action 
of a minority-holding board of directors impossible, should such 
a board attempt to give money or control to themselves by a 
sudden issue. The real owners must first approve of the plan. 
Then the public stockholders' meeting and the public argument 
before, and investigation by, the Board of Railroad Commis- 
sioners take so much time that all concerned have an oppor- 
tunity in which to arrange their holdings for the change. 
There is of course the objection to any free issue of share 
capital, however justified by trade circumstances, that it really 
gives to a holder at once and at a particular time that increase in 
value which may have been accruing for years. But by such laws 
as these of New York, the state has gone as far as it rightfully 
can to protect all interests. No statute can give exact justice 
to every complainant. To stop all free issues of stock, even 
the innocent, would, in the present state of opinion upon the 
unfairness of high corporate dividends, put a check upon cor- 
porate enterprise which would work injury to the public as 
a whole. The state selfishly wishes its capitalists to realize 
enough returns from incorporated capital so that as many rail- 
roads as are needed may be built, the public thus getting 
facilities in transportation not otherwise attainable. 

V. 

If we assume that railroad stock-watering is not so reprehen- 
sible as it has sometimes been supposed to be, when done for 
reasons which are considered to be in accordance with commer- 
cial usage and reason, the question may still be asked whether 
the state, by refusing to limit railroad profits, does not practi- 
cally give our citizens over to possible extortions. This is a fair 
question, even if we concede that some increase in railroad 
profits from year to year may be advisable for the good of all 
concerned ; for the inquiry may be made whether these increas- 
ing railroad earnings, if uncontrolled by statute, may not go far 
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beyond the line of reason and become in fact extortionate. In 
considering this question we should ask ourselves upon what 
economic principles railroad rates adjust themselves, — hav- 
ing regard not so much to classification of goods according to 
value, weight per cubic space in car, etc., as to the conditions 
obtaining in the trading world. 

The value of the service or what the traffic will bear (not 
what it will not bear) is still the best standard for judging of 
transportation charges. In fixing rates upon articles carried to 
a competing market, the carrier's utmost possible charge is lim- 
ited to the difference between cost of production at one point 
and the market price at the other. If the road exacts all this 
difference, the traffic will soon stop. If this difference is 
already so small as to leave no profit over movement ex- 
penses to the carrier, it is justified in refusing to lower 
its tariffs merely to help the producer sell his goods. If 
a product costs a seaboard manufacturer ten cents per pound, 
and if, owing to factories already built, the market price 
of the article in Chicago is twelve cents, this difference of 
two cents must be divided between producer and carrier if 
continuing shipments are to be expected. The manufacturer 
wishes to keep one and one-half cents as profit, while the carrier 
wishes to charge one and one-half cents, leaving the former but 
one-half cent profit. They finally compromise by giving the rail- 
road and the factory each one cent per pound ; with the usual 
result of compromises, that neither party is satisfied. Thus rail- 
road rates in settled communities follow to some extent the 
principles of profit-sharing. What proportion of the profit above 
cost of production and of carriage each party in interest shall 
have, is essentially a commercial question. If the railroads 
exact all of it, they will have nothing to carry. " Enlightened 
selfishness " ought therefore to keep them free from such a com- 
mercial mistake ; and it does, generally speaking. The cases 
where the manufacturer gets all the profit do not call for any 
comment. 

Another kind of tariff -making comes into play when a rate is 
to be fixed on the article already referred to, from Chicago to 
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some western village where there is a new settlement having no 
factories. Competition of product with product cuts no figure 
here ; the rate is at first fixed at such an amount as will approx- 
imately yield a fair revenue to the road, and the consumer pays 
the Chicago price plus the freight charge. As time goes on, 
factories spring up at places further and further away from 
Chicago and nearer to the supposed village. The rate from Chi- 
cago must be reduced as trade conditions change ; or else Chi- 
cago (or seaboard) merchants cannot sell in competition with 
the local factory. This process of reduction, if brought about 
naturally and not by legislation, does not involve loss to the 
carrier. The local far-western factory would not be built if the 
increasing population and prosperity did not warrant it ; and 
this in turn assures the carrier an increase of traffic that more 
than makes good the gradual tariff reductions. Thus the trad- 
ing of manufacturers, of merchants, of consumers and of the 
carriers, adjusts itself equitably to all in the long run, any 
error bringing its certain punishment. A railroad holding up 
its rates unduly, soon finds other sections and their roads ad- 
vancing in wealth more rapidly ; or else its cupidity invites a 
rival into its territory. This adjustment of trade and transpor- 
tation conditions is never perfect, yet on the whole it is better 
than any adjustment attainable by outside interference. What 
has here been said of the carriage of manufactures, is true in 
general of the transportation of farm products eastward and 
of all the other traffic of a railway. Prices of dry goods, of 
groceries and of hardware are adjusted according to the laws 
of supply ahd demand. Prices for transportation must ulti- 
mately be governed by the same laws ; although, owing to 
the magnitude and the complexity of the interests involved, 
it is not always easy to trace them in our tariffs. This adjust- 
ment, no matter how accomplished, must be accompanied, in 
transportation as in all other branches of business, by mistakes 
and losses. 

Upon these general conditions manufacturing, trading and 
farming are carried on throughout the United States. It would 
be commercially impossible for all the roads of the country, even 
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though combined under one ownership, to advance freight rates 
greatly, without facing bankruptcy through a stoppage of ship- 
ments — a bankruptcy which would involve all traders and 
carriers in one common. ruin. Whether a rate on a particular 
article between given cities should in fairness be advanced 
or reduced a few cents per hundred pounds, is a question which 
can be determined only with knowledge of the special facts 
bearing upon that case. There is also to be considered the tre- 
mendous influence of our waterways upon rail charges — an 
influence directly and indirectly affecting every inland town. 
The lake and canal rates from Chicago to New York limit the 
charges from Chicago to Atlanta, Georgia; and the route to 
Europe from Western states through the gulf ports forbids too 
high charges from those states to Chicago and the Eastern sea- 
board. There is finally the test by the world's standard. 
Judged by this, — by the fact that average tariffs in Germany 
are one-half more than ours and in England at least double, — 
our American average charges are low. 

But while it is undoubtedly true that the average charges of 
American railways are and must remain reasonable, there are yet 
chances for injustice. It is no argument in favor of an unfair 
charge on a particular product or between particular places, to 
say that our average is low. It is a legitimate function of gov- 
ernment, if not a duty, to see that the cost of transportation to 
individual states, towns and persons, is rightly adjusted according 
to the circumstances of each particular case and as measured by 
the general standard. This is a regulation. But to determine 
the rates per se is quite another matter — one involving intricate 
questions, such as the moral responsibility of government for 
losses to private capital incurred under charges fixed not rela- 
tively but absolutely. While there always will be errors and 
perhaps in some instances extortion as long as railways arrange 
their own tariffs, yet there would be even greater errors in any 
system of charges devised theoretically by federal or state bureaus. 
Since a general and great advance in average railway charges is 
commercially impossible, we can safely leave the expected and 
desired general reductions to the slow but certain operation of 
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natural laws, just as we do in the matter of prices paid for our 
daily food. 

If now the proper charge, say on iron or cotton products from 
New England to Chicago or St. Louis, is a commercial question 
to be settled on its merits, it becomes clear how difficult it is to 
change that rate by any legislative prohibition of stock-watering, 
as in the Boston and Albany case. If the existing tariffs are 
fair to the New England manufacturer and to the railroad, the 
further question whether that railroad is paying ten or twenty 
per cent in dividends is somewhat irrelevant. The percentage 
of dividends paid depends really upon another set of conditions, 
e.g. the number of prosperous manufacturing towns upon the 
line of the road. It is true that the question, whether the tar- 
iffs from New England to the West are fair to the manufacturer, 
is one not easily determined in the abstract ; and it is contended 
by many that the need of a reduction can be best shown by 
actual experience. It is my present purpose, however, only to 
draw attention to the fact that a reduction of dividends or a 
prevention of higher dividends in the future would in the nature 
of the case have no effect upon the railroad tariffs ; these latter 
being based on the commercial value of the transportation 
offered and not on the resulting profits. These profits may be 
large, as in the case of the Boston and Albany, or small, as in 
the case of the Fitchburg, upon competitive rates which are 
almost exactly the same upon both roads. 

The conclusion to be drawn is, that too much stress has been 
laid upon railroad stock-watering as a reason for compulsory 
reduction of charges ; that the fact of such watering of railway 
capital is to be best explained as an attempt to adjust railway 
capitalization to the conditions common in other business under- 
takings ; and that a distinction should be drawn in the public 
mind between stock-watering which is comparatively innocent 
in purpose and that which is not. 

Thomas L. Greene. 



